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INDIVIDUAL INCOME TAX REVISION 


iu Is generally agreed that the rates and the other con- 
ditions under which individual incomes are to be 
taxed constitute one of the most serious of the postwar tax 
problems. As a necessary feature of the war financing, the 
individual income tax base was broadened greatly by re- 
ducing exemptions to the lowest levels hitherto known. 
The tax rates were likewise advanced to the highest levels 
heretofore applied. The problem for the future is the 
extent to which the individual income tax can be brought 
home from the war. It is evident that the burdens imposed 
on individual incomes under the stress of the war need, 
should not be accepted as the normal load that can be 
carried under peace conditions. 


While the foregoing may be regarded as axiomatic, there 
remains the very practical consideration of the budget and 
the importance of providing a revenue sufficient to sup- 
port it. Consequently, the extent to which the individual 
income tax can be demobilized is dependent upon the 
amount of the federal spending. In the postwar finances, 
all roads lead to the budget, just as all roads once led 
to Rome. Unless the federal spending can be substantially 
reduced below the present level, there is little prospect 
that any of the federal taxes can ever get home from the 
war. By indulging in an economic license akin to the 
romantic extravagance allowed to poets, it is possible to 
imagine a national income of such magnitude as to pro- 
vide magnificent revenues at very low rates of tax. Such 
flights of fancy are not a satisfactory base on which to 
build a realistic approach to the matter of individual 
exemptions and tax rates. 


The experience with income tax demobilization after the 
first world war is instructive, in that it indicates the char- 
acter of the problem, and also some things which can be 
considered now. The vast differences in the fiscal situa- 
tion then and now also demonstrate that some steps 
which were feasible then cannot be taken now. The fol- 
lowing summary outlines briefly the changes that were 
made in the tax rates and personal exemptions after the 
first World war: 

1. The Revenue Act of 1917 had fixed these exemp- 
tions at $2,000 for married persons and $1,000 for single 
persons, respectively. They remained at these figures until 





the Revenue Act of 1924, which raised the allowance for 
married persons to $2,500. Under the Act of 1926 they 
became $3,500 and $1,500 for married and single persons, 
respectively. 

2. Under the Act of 1918, normal tax rates for the 
income years 1919 and 1920 were 4 per cent on the first 
$4,000 of normal tax net income, and 8 per cent on the 
remainder. The Act of 1921 continued these rates through 
the income year 1923. Subsequent acts reduced them as 
follows: 

















TABLE I 
Normal Tax Rates 1924-1931 
Tax Law a 7 Net Income. “Subject Rate | 
Act of Income Year to Normal Tax Per Cent 
1924 1924 1st $4,000 2 
2nd $4,000 4 
Over $8,000 6 
1926 1925, 1926, 1927 Ist $4,000 ly, 
2nd $4,000 3 
Over $8,000 5 
1928 1928, 1929*, 1930, 1931 1st $4,000 ly, 


2nd $4,000 3 
Over $8,000 5 


* By joint resolution the normal tax rates applicable for the year 1929 were 
reduced to 4%, 2% and 4%. 


3. The Act of 1917 imposed a surtax of 1 per cent 
on surtax net income between $5,000 and $6,000. At the 
surtax bracket $100-150,000 the rate was 27 per cent, 
and the maximum rate of 63 per cent applied to net 
income over $2,000,000. For the income years 1918 
through 1921, under the Acts of 1918 and 1921, the sur- 
tax rates were: $5-6,000, 1 per cent; $100-150,000, 52 per 
cent; $1,000,000 and over, 65 per cent. For the income 
years 1922 and 1923, under the Act of 1921, the surtax 
began at 1 per cent on income between $6,000 and $7,500. 
At $100-150,000 it was 48 per cent, and its top was 50 per 
cent on income above $200,000. The Act of 1924 started 
the surtax at 1 per cent on income between $10,000 
and $12,000, and reached a top of 40 per cent on income 
above $500,000. Under the Act of 1926, the top rate was 
20 per cent on all income above $100,000. Thus the surtax 
burden was eased by raising the lower limit at which this 
tax applied and by reduction of the rates. 

4. The Revenue Act of 1924 introduced a credit for 
earned income. Its history is summarized in Table II. 
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TABLE II 





Earned Net Income 











Earned Income Credit Provisions, 1924-1942 





Tax Law Income Kind of Recognized for : 

Act of Year Credit Computation of Credit Limit of Credit 

1924 1924 Against All net income up to $5,000 25 per cent of normal tax on earned income. (Cannot 

tax. whether earned or not, and up exceed 25 per cent of normal tax on entire net 
to $10,000 if earned. income). 

1926 1925-27 do All net income up to $5,000 25 per cent of total tax on earned net income. (Cannot 
whether earned or not, and up exceed the sum of 25 per cent of normal tax on entire 
to $20,000 if earned. net income and 25 per cent of surtax on earned net 

1928 1928-31 do All net income up to $5,000 income). 
whether earned or not, and up Same as 1926. 
to $30,000 if earned. 

1932 1932-33 do None None 
All net income up to $3,000 10 per cent of the earned net income but not in excess 

1934 1934-35 Against whether earned or not, and up of 10 per cent of the entire net income. 

net income. to $14,000 if earned. 

1936 1936-37 do do do 

1938 1938 do do do 

LR.C. 1939-42 do do do 





~ Source: U. S. Treasury Dept., Statistics of Iecome for 1942, Part 1, p. 326. 


5. Dividend income was exempt from normal tax under 
the first income tax act and all subsequent amendments 
thereof until 1935. During the income years 1924 to 1931 
the corporation tax rate varied from 11 percent to 13% 
per cent in different years. Exemption from normal tax 
eliminated only a part of the double taxation that was 
involved, assuming that the burden of the corporation tax 
is upon the recipients of dividends. Nevertheless, the ex- 
emption provided, by so much, a degree of tax relief to 
this form of investment income. 

The changes that were made in 1924 and thereafter 
through the 1920's did not prevent the yield of the in- 
dividual income tax from rising. This was a period of 
rising national income, a condition which tended to offset 
the shrinkage of the income tax base produced by the 
advance of the personal exemptions. The record is given 
in Table III. 











TABLE III 
Net Income Reported, Total Tax, and Credits Against Tax, 
1924-1929 
Net Income Reported Earned Income 
Year (billions) Total Tax Credit Net Tax* 
(millions) 
1924 $25.7 $ 744 $31 $ 704 
1925 21.9 767 25 735 
1926 22.0 761 25 732 
1927 22.5 862 25 831 
1928 25.2 1,204 35 1,164 
1929 24.8 1,029 22 


1,001 





Source: Compiled from Statistics of ‘Income. ; 
* Net tax is after deduction of 12% per cent loss on capital assets held 

more than two years, in addition to the earned income credit. 
This record appears to sustain the argument that was 
advanced by the then Secretary of the Treasury in support 
of the changes made. In a statement to the Ways and 
Means Committee Mr. Andrew Mellon said:1 
A reform in taxation such as a reduction of the 
high surtaxes increases the taxable income 
through stimulation of business and productive 
investment so that what apparently would be 
a loss is later made up. 

“Treasury Statement before the Ways and Means Committee of the House 


regarding the condition of the Public Finances and Proposed Tax Reform,’ 
in Annual Report of the Secretary of the Treasury, 1925, p. 347. 





The logic which underlay the program for reducing 
surtax rates included, in addition to the purely fiscal argu- 
ment just stated, a certain economic philosophy, which 
was well set forth by Mr. Mellon in his book, Taxation: 
ihe Nation’s Business.* 

To the average man, it seems not unfair that the 
taxpayer with an income of over $200,000 a year 
should pay over half of it to the Government. 
It is a well-known fact that most people of great 
wealth use a comparatively small amount of their 
incomes for their own and their families’ physical 
needs. Taxation, however, is not a means of con- 
fiscating wealth but of raising necessary revenue 
for the Government. 


One of the foundations of our American civ- 
ilization is equality of opportunity, which pre- 
supposes the right of each man to enjoy the fruits 
of his labor after contributing his fair share to 
the support of the Government, which protects 
him and his property. But that is a very different 
matter from confiscating a part of his wealth, not 
because the country requires it for the prosecution 
of a war or some other purpose, but because he 
seems to have more money than he needs. Our 
civilization, after all, is based on accumulated 
capital, and that capital is no less vital to our 
prosperity than is the extraordinary energy which 
has built up in this country the greatest material 
civilization the world has ever seen. Any policy 
that deliberately destroys that accumulated capital 
under the spur of no necessity is striking directly 
at the soundness of our financial structure and is 
full of menace for the future. 

Mr. Mellon also stated, elsewhere in the same book, 
his attitude toward the earned income credit, as follows:3 
The fairness of taxing more lightly incomes from 
wages, salaries and professional services than the 


2A. W. Mellon, Taxation: The Nation's Business, New York, 1924, 
pp. ps oe 
' Idem, pp. 36, 57. 
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incomes from business or from investments is 
beyond question. In the first case, the income is 
uncertain and limited in duration; sickness or 
death destroys it and old age diminishes it. In 
the other, the source of the income continues; 
the income may be disposed of during a man’s 
life and it descends to his heirs. 

The record of tax changes during the 1920's is pre- 
sented with no intent to arouse nostalgic regrets over the 
passing of the “golden age” of income tax rates. The 
contribution which such a review can make to the income 
tax problem of today and the future is to indicate what 
can, and what cannot, be done under current and prospec- 
tive fiscal requirements. 

Before proceeding with the moral which may be drawn 
from the historical lesson, two significant differences be- 
tween the 1920’s and the period to follow World War II 
should be noted. One emphasizes the reasons for con- 
tinued high rates, while the other may explain why they 
need be no higher than they are. 


The first point is the great difference in the volume of 
federal expenditures, and hence in the relative amounts 
of revenue required. During the period 1924-1929 the 
total federal expenditures, excluding debt retirement, aver- 
aged almost exactly $3 billion annually. Interest on the 
public debt declined from $940,602,000 in 1924 to $678,- 
330,000 in 1929. On the other hand, the budget for 1947 
looks like $30 billion at least, and a policy of drastic econ- 
omy will be required to whittle it down to, or near to, a 
level of $20 billion in later years. It is therefore impossible 
to consider tax rate adjustments comparable in relative 
magnitude to those which were possible after the first 
World War. 


The second point is the difference in national income. 
Here the comparison is favorable to the present and the 
future, since national income has moved up to much higher 
levels than any heretofore known. If these levels are main- 
tained through the continued progress and vigor of free 
private enterprise, the revenue system will produce enough 
to cover all reasonable requirements of the federal budget 
without compelling resort to such tax rates as were imposed 
during the second World War. 


The question of the level at which postwar national 
income will stand is not within the scope of this essay. 
Obviously, the total, expressed in dollars, can be increased 
through an inflation of prices and wages quite as effectively 
as through an increase of production. It should hardly be 
necessary to emphasize the illusory character of an infla- 
tionary mark-up of national income, or to caution against 
resort to measures whereby this result may ensue. 

Coming back to the things which cannot be done, the 
following conclusions are warranted: 

First, the personal exemption and credit for dependents 
cannot be advanced above the present amounts. Even with 
the moderate allowance of $500 per person for the taxpayer 
and each dependent, taxable net income is reduced to a 





THE TAX REVIEW 24 





minor fraction of income payments. The following table 
presents an estimate published by The Committee on 
Postwar Tax Policy:* 


TABLE IV 


Estimated Distribution of Taxable Income by Income Brackets with 
Tax Derived from Each Income Bracket under Tax Rate 
Beginning at 20 Per Cent 
National Income of $140 Billion 


Taxable Income Tax Yield 

Taxable Income Brackets (billions) 
$ 0-$ 2,000 $35.02 $ 7.00 
2,000 - 5,000 7.25 1.62 
5,000- 10,000 3.28 89 
10,000- 25,000 3.16 1.17 
25,000- 100,000 2.34 1.09 
100,000 - 500,000 71 .40 
Over $500,000 .20 14 
$51.95 $12.31 


The term “taxable income brackets’ is used here in the 
same sense as in the surtax rate schedule. It means the 
portion of each individual income falling within the indi- 
cated bracket. 


At a national income of $140 billion, total income pay- 
ments to individuals would be about $133 billion. The 
rather amazing thing about the present pattern of income 
distribution is that only about $52 billion is taxable in- 
come, under the existing definition of net income, filing 
requirements, and personal exemptions. This is a little 
short of 40 per cent of income payments. The extent to 
which this percentage is affected by the personal exemp- 
tions is shown by the fact that in 1942, when these 
exemptions were $1,200, $500, and $350, for married 
persons, single persons, and dependents, respectively, tax- 
able income was 33 per cent of income payments. 


The second thing that cannot be done, under present 
circumstances and conditions, is to reduce the tax rates 
applicable to the first brackets of taxable income much, if 
any, below their present levels, without jeopardizing the 
yield of the individual income tax. The significance of the 
initial rate may be seen from the following exposition. 

The tax computation given in Table IV was made with 


a single rate scale which combined normal tax and 
surtax. It was, in part, as follows:5 


Taxable Income Brackets Rate 

$ 0-$ 2,000 20 
2,000- 4,000 22 
4,000- 6,000 24 
6,000- 8,000 27 
8,000- 10,000 30 


and so on, up to 72 per cent on 
income in excess of $1,000,000. 

This scale is obviously the same as a normal tax of 20 
per cent, with a surtax beginning at 2 per cent on income 
from $2,000 to $4,000, and continuing with 4 per cent on 
the next $2,000, 7 per cent on the next $2,000, and so on. 
Therefore, the tax yield of $12.31 billion, shown in Table 





* A Tax Program for a Solvent America, p. 266. 
5 Idem, p. 264. 

























































IV, consists of the yield of a 20 per cent basic or normal 
tax, namely $10.39 billion, and the yield of the surtax 
rates, which amounts to $1.92 billion. If the initial rate 
of the scale were to be 15 per cent, with the same gradua- 
tion of the surtax as in the 20 per cent scale, the tax 
reduction would be $2.6 billion. It would be impossible 
to make up the loss from a reduction of the initial tax rate 
from 20 per cent to 15 per cent by confiscating all taxable 
income in the brackets of $25,000 and over. The total of 
such income is $3.25 billion, from which a tax of $1.46 
billion would be collected under the tax rate beginning 
at 15 per cent.® The remainder, were it all to be taken, 
would be only $1.79 billion. 

On the other hand, there are certain steps in the 
direction of tax relief which can be taken, although the 
length of these steps must be governed by the budget 
situation. The first is a certain amount of credit against the 
tax on earned net income. The second is a revision of the 
surtax scale. 

The usefulness of an earned income credit is limited to 
the low income brackets. In order to provide a sufficient 
degree of relief to earned incomes above, say $20,000, the 
basis of the credit would need to be so large as to involve 
a loss of tax revenue from the lower taxable income brackets 
that would impair the yield of the individual income tax. 
In form, the credit should be against the tax due on 
such amount of earned income as may be determined upon 
as eligible. This type is preferable to the plan used after 
1934, namely of deducting a percentage of earned income 
for purposes of normal tax computation. 

A revision of the surtax scale is the reasonable and 
sensible method of providing tax relief for the larger in- 
comes. It has already been shown that the individual in- 
come tax rate must begin at or near the present level, since 
the first bracket rate produces so large a part of the total 
tax. The true surtax portion of the tax rate scale is of 
minor revenue significance, and a revision of this surtax 
would have only moderate effects upon the total tax to be 
collected. 

To illustrate the effect of these changes some calculations 
have been made as to the revenue loss from each. They 
assume the present exemptions and dependency credits, and 
a national income of $140 billion. Only the final results 
of these calculations can be given here. 

First, an earned income credit expressed as 5 per cent 
of the tax on earned net income would reduce the revenue 
by $819 million under the 1946 rates, and by $850 mil- 
lion under a revised surtax scale suggested below. All 
income up to $5,000 is considered as earned, and a ceiling 
of $15,000 is proposed for the earned income credit. In 
the case of incomes produced jointly by personal effort 
and the use of capital, 20 per cent of the net income is 
to be regarded as earned, subject to the over-all limit of 
$15,000. 

Second, if the individual income tax rates were to begin 
at 20 per cent on the first $2,000 taxable income bracket 


"Idem, p. 266. 
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'The Twin Cities Plan: Postwar Taxes, 1945, p. 17. 





and rise to 50 per cent on all taxable income in excess of 
$100,000, the total tax yield would be $12,043 million. 
This compares with a yield of $12,920 million at the 1946 
rates, using the assumptions just stated as to exemptions 
and national income. The allowance of $850 million as 
an earned income credit would produce a net yield from 
the individual income tax of $11.2 billion. 

It is a pleasing coincidence that the tax loss occasioned 
by the proposed earned income credit should so nearly 
balance that produced by the suggested surtax rev sion. 
Since the extent to which tax relief can be given at any 
national income level is so strictly dependent upon the 
federal budget, some indication of what is possible may be 
given by the following sample budget: 


Expenditures 0.00.00. cucccncncnnunninnang2e billion 

Revenues 
RUEGISCS CORUOINS ORC is cdiniscciasssosierngeianenee $ 5.0 billion 
Corporation income tax at 35 per cent....... 5.8 billion 


Individual income tax (as a minimum)..... 11.2 billion 


AE POU BEEOR 6 isc ls ntaauacpekemeseaaes $22.0 billion 


A federal expenditure of $22 billion is higher than 
many authorities consider necessary in the normal peace- 
time future. The point to be emphasized is that even under 
the favorable conditions here assumed, viz., a national 
income as high as $140 billion and a budget as low as $22 
billion (low, that is, by comparison with the 1947 budget 
estimates), the choices as to methods and rates of taxa- 
tion are limited. It is a question of the disagreeable taxes 
or tax rates that must be kept, not one of where advantages 
or benefit may be provided through tax concessions. 

It is clear beyond argument that the tax rates which 
were necessary and appropriate under war conditions are 
too severe for ordinary peace conditions. Income is to be 
gained, henceforth, by competitive striving, rather than 
by selling to a single buyer, the government, which could 
not wait for bargain prices. The volume of income to be 
produced under the normal competition of peace times 
will be greatly influenced, if not wholly determined, by 
the degree to which the motives and incentives to economic 
effort are free to operate. Taxation is a barrier to the 
operation of these incentives. It was well said in a recently 
published postwar tax plan:7 

There is certainly a point well below complete 
confiscation at which the tax rates in the upper 
brackets operate just as surely to eliminate fur- 
ther progress as though the taxes were 100 per 
cent. 

There is no opportunity to determine, by pragmatic 
tests, the precise breaking point between the full incentive 
to work or invest and something less than full incentive. 
This breaking point will vary with individuals. For some 
it may lie below a 50 per cent tax rate, for others it may 
be above that level. It would be sensible and reasonable, 
however, to make certain that the tax rates stopped on 
the near side rather than on the far side, of that breaking 
point. 
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No case for revision of the existing surtax rates need 
be made beyond that which the present rates make for 
themselves. After combining normal and surtax rates and 
giving effect to the 5 per cent reduction, the tax rates 
applicable to individual incomes in 1946 are in part as 
follows: 


Taxable income brackets Tax vate, per cent 


$ 0-$ 2,000 19.00 
2,000- 4,000 20.90 
4,000- 6,000 24.70 
6,000- 8,000 28.50 
8,000- 10,000 32.30 

10,000- 12,000 36.10 
12,000- 14,000 40.85 
14,000- 16,000 44.65 
16,000 - 18,000 47.50 
18,000- 20,000 50.35 


From this section of the scale it appears that all taxable 
income received by any one in excess of $18,000 is taxed 
at more than 50 per cent. In other words, as soon as one’s 
taxable income exceeds $18,000, he is working more than 
half of his time for the government, so far as concerns 
that excess. The tax rate for the bracket $70-80,000 is 
76.95 per cent, which means that as to income received 
beyond $70,000, the recipient is devoting more than three- 
fourths of his time and energy in working for the govern- 
ment. Surely we are here in the levels of taxation at which 
the repressive and deadening effects approach those that 
would be produced by the complete confiscation of income. 

The significance of this proposition should be clear to 
all, regardless of their own respective incomes or taxes. 
Every citizen has a vital stake in the welfare of the economy 
in which he lives and works. Regardless of what he does 
or what his own income may be, he will be better off with 
respect both to cash income and real income in proportion 
as there is vigor and growth throughout the economic 
system. The essential condition of this vigor and growth 
is a reduction of the tax load, not merely for small in- 
comes, but for all incomes. In some respects it is par- 
ticularly important that this load be eased through those 
income levels in which are to be found the bulk of the 
incomes received by the managerial group. The services of 
this group are of peculiar importance in a free enterprise 
system. They involve the integration of labor and capital 
into an efficient working team; the planning, organizing, 
and directing which are so essential to effective, coordi- 
nated effort ; and the energizing drive which is fundamental 
to economic growth. This is always a matter of individual 
cases, not of group averages or totals. The important ques- 
tion is the manner in which particular individuals will 
react to the prospect of giving up more or less of the in- 
come which is gained by their own effort. And this ques- 
tion becomes fundamental because the nation’s continued 


advance in technology, in organizational efficiency, and in 
investment flow depends upon the incentives and motiva- 
tions that influence individuals, not groups of individuals. 
It is not sufficient to rest content with past achievements, 
for this would doom the economy to a static condition. 
The great need for the future will be a continual inflow 
of able young men who will carry on in the American tradi- 
tion, inventing, organizing, managing, to the end that 
production may expand, employment may be sustained, 
income for all may be more abundant, and the standards of 
living for all may be elevated. 

The only sensible solution for the problem of how 
to promote and assure the appearance and exercise of 
these talents under the American system is to reduce the 
severe taxation upon the incomes of their possessors. This 
does not mean complete exemption of such incomes, or 
even a special favor in the form of markedly differential 
tax rates. It simply means such a reduction of the rates of 
levy upon incomes as will make the exertion and respon- 
sibility involved in the assumption of managerial and risk 
functions appear worthwhile. 

If it were possible to go back to the simple, yet funda- 
mental philosophy stated so clearly by Mr. Mellon many 
years ago, the solution of this problem would be simple. 
Government would take from each income only such fair 
proportion as would be required so that the contributions 
of all would cover the cost of current operations and pro- 
vide some surplus for debt reduction. All else that any 
one could gain, through his effort or his investment, would 
belong to him.8 Any young and able person would now 
recognize that his “fair share” of the governmental costs 
today would involve higher tax rates than would have been 
necessary in the 1920's, just as every taxpayer must accept 
the same hard truth. But this does not mean that whereas 
the highest combined rate of normal and surtax on incomes 
under the 1928 Revenue Act was 25 per cent, the maximum 
rate today can be, with impunity, 60 to 75 per cent. 

No greater argument should be required to establish 
this point. The tax rates applicable to 1946 incomes are 
essentially the wartime rates. Whatever justification there 
was for the imposition of such rates under war conditions 
has now passed. One of the most serious problems in the 
task of tax revision that lies just ahead is that of gaining 
frank and general recognition of the need for thorough- 
going reconstruction of the surtax rates. Instead of using 
as the keynote the threadbare slogan, ‘Taxation according 
to ability,” it would be more appropriate to say, “Taxation 
so as to call forth ability.” 

HARLEY L. Lutz, 
Professor of Public Finance, 
Princeton University 





5cf. H. L. Lutz, ‘‘A Simple Recipe for Prosperity,’’ in Guideposts to a Free 
onomy, chap. XX. 
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